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ON ORGANISATIONAL LEGITIMACY PRACTICES IN DEVELOPING ECONOMIES: 
A PROFIT AND READABILITY BASED APPROACH  
 
 
 
ABSTRACT 
In this study, we investigate whether organisations in developing markets legitimise their use of societal 
resources. We concur that organisations’ existence in developing markets is also part of a social contract. 
Within this implied contract, organisations are to leverage resources in an equitable manner, allowing fair 
distribution of benefits to society and themselves. In this setting, we propose that the level of profit is the 
best indicator of the outcome of use of resources, and is subject to numerous societal emotions in 
developing economies. We also propose that readability of narratives relating to a level of profit is the best 
measure of organisations’ immediate legitimacy activities.  Five-year data on profitability and readability 
of sections of corporate annual reports from 30 organisations reveals that organisations with higher profits 
present more readable narrative disclosures in their annual reports. This relationship is more evident in 
larger companies and with the public enterprises. These outcomes imply that organisations communicate 
their profit-related information in ways to manage an appropriate impression and legitimize a level of 
profit. The study’s outcomes also imply that authorities need to monitor organisations rights to protected 
existence continuously, as their legitimacy efforts suggest that higher levels of profit may be an outcome 
of potential misuse of resources.         
Keywords developing economies, level of profit, readability scores, mandatory disclosures, non-
mandatory disclosures, impression management 
JEL Classification: M14 
 
INTRODUCTION 
In this study, we investigate the legitimacy practices of organisations in developing economies. 
In organisational and societal setting, legitimacy is the ability to continue to justify one’s 
authority to exist in a society. Organisations in the developing economies operate in stagnant and 
inefficient capital markets. These organisations also receive ample State protection to operate and 
provide essential services to communities. The State accords this support and protection on the 
premise that these organisations would provide essential services and utilities at reasonable rents, 
and ensure sustainability of the economy. This study is important to obtain a better understating, 
albeit in an indirect manner, of organisations’ responsibilities and concerns towards the 
community in developing markets.  
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We concur that organisations are part of a wider society, and in competition for scarce resources 
(Deegan, 2002). Organisations are given the rights to consume resources upon conception 
(Breton and Côté, 2006), but must continually legitimise their rights of existence and the need to 
access the  resources. This situation is especially pertinent in markets where organisations’ 
operations receive assistance through various State initiatives. The need to legitimise ones 
existence may differ within societies. For example, in developed markets, the concept of 
organisational legitimacy focuses on shareholder expectations and environmental sustainability 
(Deegan et al., 2002; van Staden and Hooks, 2007).  In developing economies, organisational 
legitimacy relates more to securing rights and assistance to provide utilities at reasonable rents to 
communities. These differences imply that organisations conventional aim is to maximise 
shareholder wealth, however, within frameworks like triple bottom line reporting, organisations 
must also satisfy the needs of a broader group of stakeholders. The extent of focus on the latter 
aspect differs between developed and developing markets.  
In developing markets, organisations too have a contractual right (O’Donovan, 2002) to 
resources. While the nature of this contract may differ from that of developed markets in relation 
to expectations, organisations have a moral obligation to act in a responsible manner and justify 
their outcomes, actions, and activities to stakeholders. That is, organisations would share a 
particular form of impression with these stakeholders. Importantly, organisations would like the 
stakeholders to relate their outcomes to their activities in a period in a certain way. In do so, by 
managing impressions (Melo et al., 2009), management selects, display, and presents that 
information in a manner that distort readers’ perceptions of corporate achievements (Neu, 1991; 
Patten, 2002). This situation means that the best way to manage impressions is through various 
forms of disclosures (Cormier and Gordon, 2001; Deegan, 2002; O’Donovan, 2002).  
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There are a number of key drivers for organisational legitimacy practices. Much of the attention 
has been on social and environmental issues in developed economies (e.g., Breton and Côté, 
2006; Clarkson et al., 2008; Danko et al., 2008; Deegan and Rankin, 1996; O’Donovan, 2002; 
Parsa and Kouhy, 2008; Wilmshurst and Frost, 2000). The application of such socio-political 
theories in this context has provided mixed results. There are also investigations on issues like 
carbon emission permits (Hopwood, 2009) and reputation risk management (Bebbington et al., 
2008; Unerman, 2008). But, there is also a need to advance legitimacy-related enquiry beyond the 
level of disclosure (Clarkson et al., 2008) and in varying jurisdictions.  
For organisations in developing markets, a social contract requires them to provide affordable 
services and utilities. For this reason, organisations financial outcomes, especially their 
profitability, attract the most emotion. This situation is because a level of profitability implies the 
distribution of the benefits of a social contract between the society and an organisation for its 
sustainability.  Organisations would need to make a certain amount of profit to sustain their 
operations through various process modifications and capital investment commitments. Thus, 
there would be an implied understanding between society and organisations on an acceptable 
level of profit. For social contract reasons, a profit higher than deemed reasonable would construe 
as abnormal profit, and a “bad news” to an organisation in relation to its communication with the 
society. This situation is because an abnormal level of profit implies an inequitable use of 
resources and charge to utility and services to the society. For this reason, organisations would 
make relevant disclosures to manage stakeholder impressions of an abnormal level of profit 
(Patten, 2002). While organisations would manage the volume of their disclosure, they would 
also manage impressions by disclosing information in a particular way. That is, organisations 
would want to put the impression that the abnormal profit is justified and the society will obtain 
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its benefits in future. Such form of impression management requires unambiguous disclosure of 
information. For this reason, we suggest that the readability of corporate disclosures is an 
important indicator of organisational abnormal profit-related legitimacy efforts in developing 
economies. Comparing readability in different forms of disclosure would provide richer insights 
into the nature of organisations’ profit-related legitimacy disclosures. 
Five-year data from thirty organisations in Fiji on readability scores of various disclosures and 
their level of profit indicates more profitable organisations present more readable information in 
their corporate annual reports. Data also indicates that larger organisations disclose better 
readable information, and organisations leverage the non-mandatory disclosures to manage 
society’s impression of their level of profit. The rest of the paper progresses as follows. The next 
section reviews the extant literature on organisational legitimacy and corporate report readability. 
The sections that follow this present the theoretical framework, develop the hypotheses, discuss 
the research design and present the results. The final sections discuss the results, limitations, 
implications, and provide directions for future research. 
BACKGROUND 
There have been investigations into various dimensions of intention-related social and 
environmental accounting issues. This includes the value relevance of corporate environmental 
performance information (e.g., Clarkson et al., 2004; Cormier and Magnan, 2007), the 
relationship between environmental disclosure and environmental performance (e.g., Clarkson et 
al., 2008), and the factors affecting managerial decisions to disclose environmental information. 
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The majority of these studies demonstrate legitimacy theory applications on corporate social 
reporting (CSR)
1
.  
Investigations into organisational legitimacy have focused mainly on the volume and content of 
corporate social responsibility disclosures in the corporate annual reports (Cho and Patten, 2007; 
Healy and Krishna, 2001). Social and environmental reporting intentions were blurred initially 
(e.g., Guthrie and Parker, 1989), but subsequent studies, more often than not, found links 
between corporate social and environmental disclosures and organisations legitimising intentions 
(e.g.,  Brown and Deegan, 1998; Cho and Patten, 2007; Deegan and Gordon, 1996; Deegan and 
Rankin, 1996; Deegan et al., 2002; Mobus, 2005; O’Donovan, 2002; Patten, 1992). 
Organisations respond to specific environmental performance threats to legitimacy through the 
expanded use of voluntary corporate social reporting (Deegan and Rankin, 1996; Patten, 1992). 
Managers also convey legitimising messages to relevant audiences (Adams, 2002; O’Donovan, 
2002). Financial and other relevant stakeholders desire and place importance on corporate social 
reporting (Simnett et al., 2009).  
The monitoring of social legitimacy of business is through the public-policy arena rather than the 
marketplace, and social disclosures should relate to public concerns (Patten, 1992). Extant 
literature explores the dynamics of corporate social reporting and reveals how audiences become 
receptive targets of information disclosed by corporate managers to convey legitimising 
impressions. Social pressure acts as a motivation for social and environmental reporting. 
Understanding the extent of the disclosure ex-ante with sufficient time lag, however, decouples 
                                                          
1
See Gray et al.,(1995), Mathews (1997), Patten (2002), and Deegan (2002) for  comprehensive reviews of the extant 
literature on legitimacy theory applications on Corporate Social Reporting (CSR). 
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the disclosures from the actual event. This form of investigations provides unclear views on 
organisations disclosure intentions.  
Developing economies have important regard for environmental concerns, particularly from 
organisations’ operations. These economies, however, have a greater concern for ensuring that 
organisations levy a sustainable rate for essential services provided to the society. That is, 
organisations profit is subject to more scrutiny, and organisations would legitimise an abnormal 
level of profit. The amount and clarity of disclosures can determine organisations’ profit-related 
legitimacy efforts. Profitability concerns, however, are instantaneous, and a more subtle effort of 
how organisations communicate particular legitimacy-related information is relevant. The 
readability of organisations disclosures is one such subtle effort, and determines how they 
communicate particular information instantaneously. Understanding this aspect of disclosures 
will provide a better understanding of the level of organisations profit-related legitimacy 
disclosures.  
Developed economies’ organisations corporate disclosure readability suggests there is a 
mismatch between the level of comprehension used by the preparers of narrative disclosures and 
the readers of the annual reports (e.g.,  Courtis, 1986; Courtis, 1995; Courtis, 1997; Courtis, 
2004; Jones, 1994; Li, 2008). Various readability measurement tools (e.g. Flesch, Fog and Lix), 
indicate reading ease-level to range from difficult to very difficult. These results indicate a 
mismatch in ease of reading narrative disclosures between the preparers of those disclosures and 
their readers.  The degree of reading ease-level in the corporate annual reports is consistent with a 
reader having attained at least an undergraduate degree. That is, almost 90 percent of the 
population is excluded from comprehending easily at least some of the annual report message in 
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its present form (Courtis, 1995). The readability of annual reports’ components has shown to 
differ. For example, reading ease-level of disclosures in the Chairman’s address is lower 
compared to the footnotes (Jones and Shoemaker, 1994).  
Atheoretical examination of the association between the readability of reports and other variables, 
including corporate profitability, had inconclusive findings (Courtis, 1986; Subramanian et al., 
1993). Readability of annual reports did not relate strongly to the level of net profits (Courtis, 
1986), however, Subramanian et al., (1993) found the annual reports of profitable organisations 
are significantly easier to read compared to those of poor performers. Our study positions itself 
well in both the legitimacy-related reporting and the readability literature. We present a 
theoretical basis for suggesting relationships between readability of disclosures and 
organisations’ level of profit in developing economies. We discuss our theoretical framework in 
the next section. 
THEORETICAL FRAMEWORK 
Legitimacy theory, a systems-oriented theory, focuses on the role of information and disclosure 
in the relationship between organisations, the State, individuals and groups (Gray et al., 1996). 
Organisations do not have any rights to resources (Deegan, 2002). Rather, organisations exist 
because a particular society considers that they are legitimate, and it confers upon the 
organisation the state of legitimacy. In developing market, this consideration relates to their need 
to provide essential services and utility to the society. Since organisations right to existence is 
infinite and conditional in this setting, management would adopt various strategies to legitimise 
their actions or status (Deegan, 2002; Deegan and Rankin, 1996; O’Donovan, 2002). This 
perspective is pertinent in all markets, but with differing motive for legtimisation. Thus, 
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organisations’ value systems must be congruent with the value system of the larger social system 
of which they are a part. Any actual or potential disparities between the organisations and 
societies value systems threatens organisations legitimacy to belong to the system (Lindblom, 
1994). 
Organisations disclosure policies represent an important means by which management can 
influence and manage external perceptions about their organisations (Deegan, 2002). This 
initiative is important for organisations to portray to society their legitimate rights of continued 
ownership and use of resources (Mathews, 1993). This situation is especially pertinent when 
organisations perceive potential violation, or when organisations feel than society would feel 
potential violation of the social contract (Deegan et al., 2000; Gray et al., 1996; Mathews, 1993; 
Mathews, 1997). Thus, maintaining this social contract becomes important for organisations 
continued presence in the society. Organisations need to communicate their justification for a 
state of outcome, or remedial actions through some form of published disclosure to mend any 
perceived violations of the social contract (Cormier and Gordon, 2001).  
Organisations understanding of the ways to gain and maintain legitimacy are of strategic 
importance to them. Organisations endeavor to achieve congruence between their actions and 
achievements and the expectations of the society (McGuire, 1997). Organisations can educate 
and inform their society about the changes in the organisational performance and activities, 
change the perception of the society, manipulate perception by deflecting attention from the issue 
of concern to other related issues, and change external expectations of their performance to 
achieve congruence (Lindblom, 1994). The extent of the financial report on a particular situation, 
including on social and environmental disclosure, is a function of exposure to public pressure in 
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the social/political environment (Cho and Patten, 2007; Gray et al., 1995; Lindblom, 1994; 
Mobus, 2005; Patten, 1992). Organisations facing greater exposure would provide a variety of 
offsetting disclosures in an attempt to address the increased threat to their legitimacy. These 
arguments form the basis for suggesting the profit and legitimacy-related relationships in 
developing economies. We adopt the above framework and develop the study’s hypotheses in the 
next section. 
HYPOTHESIS DEVELOPMENT 
In the following subsections, we adopt the legitimacy theoretical lens to suggest the relationship 
between a level profit and organisations’ legitimacy intentions through the readability of sections 
of their corporate annual report disclosures.  
Level of Profit and Readability of Corporate Annual Reports    
Profit is the key indicator of organisations health. Profit is subject to numerous societal emotions, 
and it is at the heart of legitimacy controversies (Breton and Côté, 2006). Societal perceptions of 
organisations and the level of their profit depend upon the conditions within which they operate. 
For-profit organisations have a core responsibility of profit-maximization. For, shareholders, 
ceteris paribus, a (higher) level of profit indicate the extent of efficient use of their invested 
resources. A social contract between organisations and the society, however, implies that 
organisations also have greater responsibility to the relevant society (Buhr, 1998; Neu et al., 
1998). In developing economies in particular, organisations are part of a social structure, 
responsible for production of goods and services using community resources. Society accords 
permission and State assists organisations in providing essential services and resources.  While 
organisations view profit as an entrepreneurial compensation for producing and disseminating 
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wealth, society in developing countries treat abnormal profit as a social cost and an undesirable 
outcome (Breton and Côté, 2006).  
Organisations have permission to a make a level of profit to sustain their operations. When 
society perceives that organisations have exceeded this arbitrary profit limit, they would feel that 
organisations are manipulating the given resources to increase their profits unduly. That is, 
society perceives an imbalance between the rent charge for utilities and services, and a level of 
profit for sustainability and capital development. This action constitutes a breach of the social 
contract that is the basis of any legitimacy (Patten, 1992). Furthermore, in developing economies, 
organisations operate in near monopolistic environment for the benefit of the society. State puts 
protective measures to manage market entry and to permit organisations to set an acceptable level 
of charges for services.  This environment permits businesses to achieve acceptable level of profit 
and provide goods and services to the society at a reasonable rent. Instances of abnormal profit 
must complement a better quality of service or service at a lower rent. Organisations should also 
demonstrate that any abnormal profit is a result of a comprehensive strategy (O’Donovan, 2002). 
This situation renders profit as the most important and widely disclosed notion about 
organisations, and a major component of the legitimacy system (Breton and Côté, 2006).  
In developing economies, organisations with abnormal profits will adopt ways to manage societal 
impressions to legitimise this level of profit. Organisations may increase the volume of profit-
related disclosures. They may also improve the quality of their reporting to ensure congruence 
between the meaning of their message, and the meaning the society derives from their message. 
In readability terms, organisations in developing economies would attempt to communicate more 
clearly their abnormal profit level to their stakeholders. This communication is to ensure the 
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society understands what the organisations intends them to understand.  Consistent with the 
above arguments, we hypothesise that:   
Hypothesis 1 [H1]: The level of profit of organisations in developing economies will positively 
relate to their readability of disclosures in the corporate annual reports.  
Level of Profit and Nature of Disclosure in Corporate Annual Reports    
Organisations relay their legitimacy mostly through expanded use of non-mandatory disclosures 
(Deegan and Rankin, 1996; Deegan et al., 2000; Patten, 1992; Warsame et al., 2002; Wilmshurst 
and Frost, 2000). Non-mandatory reporting provides management greater freedom to 
communicate their legitimacy intentions. Organisations can manage both the volume and the 
quality of their legitimacy communication through their non-mandatory disclosures. Today’s 
structured mandatory reporting limits organisations opportunities and freedom to express their 
information to their intended stakeholders. This situation is despite the fact that most emerging 
economies have adopted the principle-based accounting standards. Organisations can manage 
better the readability of their non-mandatory disclosures. This form of disclosure allows 
organisations to express their legitimacy content in a style that provides the perceived 
equivalence in meaning of the message of the sender and receiver. This outcome will mean that 
organisations are more likely to manage their efforts with respect to society’s impression on their 
level of profit. In managing their impression of an abnormal level of profit, organisations would 
attempt to reduce the incongruence in the reading-ease level of their disclosure and the 
understanding capacity of the intended recipients of the reports. Organisations could achieve this 
outcome better by managing their non-mandatory reports compared to their mandatory reports. 
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That is, organisations legitimacy intentions would be more apparent in their non-mandatory 
reports than their mandatory reports. Consistent with the above arguments, we hypothesise that:  
Hypothesis 2a [H2a]: The level of profit of organisations in developing economies will positively 
relate to the readability of the mandatory and non-mandatory disclosures 
in the corporate annual reports of organisations in developing economies. 
Hypothesis 2b [H2b]: There will be a stronger positive relationship between the level of profit of 
organisations in developing economies and the readability of their non-
mandatory disclosures compared to their mandatory disclosures. 
Readability and Organisation Size  
Organisations objective for undertaking legitimising actions is contingent upon different contexts 
that influence the level of public exposure and responsibility attached to them (Merkl-Davies and 
Brennan, 2007). Corporate disclosure policies are better described as ongoing means of 
reinforcing corporate legitimacy rather than as a crisis management tool (Clarke and Gibson-
Sweet, 1999). Managers of bigger organisations in sectors with a high public presence make 
more disclosures in their annual reports to capitalise on their investments in the community and 
the environment (Clarke and Gibson-Sweet, 1999). Bigger organisations and organisations in 
more controversial sectors disclose higher quality of information (Toms, 2002). This situation is 
also prevalent in developing markets. Larger organisations are more mature, and have been 
sheltered longer under State policies. Society expects these organisations to have improved in 
their operations, with robust processes, and a more streamlined capital expenditure plans. With 
these expectations, their abnormal level of profit would receive more scrutiny. Thus, these 
compared to less-established and small providers. Consistent with these arguments, we 
hypothesise that:  
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Hypothesis 3 [H3]: The size of the organisations in developing economies will positively 
relate to the readability of their disclosures in the corporate annual 
reports. 
Readability and Nature of Organisation 
A number of essential services, despite recent market liberalisation, are still provided generally 
by the public enterprises in developing economies. Public enterprises are organisations that have 
a significant government control with Boards of Directors appointed by the Government. These 
organisations regularly report to the country’s legislative assembly. Government accords these 
organisations better protection than other providers to ensure they provide essential services like 
energy and water at a reasonable rent. Significant amount of taxpayer funds are invested in these 
organisations. While State would expect a reasonable return on these investments, this 
expectation would not preclude their primary objective of provision of essential goods services at 
affordable rents. Thus, it is expected that these organisations would make more efforts to 
legitimise an abnormal level of profit compared to justifying a good return on investment.     
Publicly listed companies offer its securities for sale to the general public. Government also 
protects the publicly listed companies in developing economies by offering tax benefits and 
controlling competition to ensure affordability of other essential and some non-essential services 
not provided by the public enterprises. Diversified interest from individuals, corporate 
organisations and the Government means that public enterprises have more flexibility with their 
level of profit. This situation means that publicly listed companies would legitimise a level profit 
to state and society, but the intensity of their legitimacy would be less compared to the public 
enterprises. Consistent with the above arguments, we hypothesise that: 
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Hypothesis 4 [H4]: The level of profit of public enterprises in developing economies will have 
a stronger relationship with the readability of the disclosures in the 
corporate annual reports compared to the publicly listed companies. 
RESEARCH DESIGN 
In this section, we discuss our study’s research design. The subsections include discussion on 
sampling frame, country of study, and measures of the readability of sections of corporate annual 
report.  
Sampling Frame  
We obtained data for this study from the corporate annual reports of 15 publicly listed companies 
and 15 public enterprises in Fiji. They form majority of these types of enterprises in Fiji.  Fiji is a 
good candidate for a developing economy with strong perceived contractual relationship between 
organisations and society. In Fiji, institutions and individuals have investment in the publicly 
listed companies, while the Government controls public enterprises through the public enterprise 
ministries. Fiji has a free capital market, but it is not as efficient and dynamic as that of the 
developed economies. Market trading is low and relatively stagnant. The capital market regulator, 
The Capital Markets Development Authority (CMDA) facilitates share trading through the South 
Pacific Stock Exchange (SPSE) (Capital Markets Development Authority, 2006). The publicly 
listed companies have Government protection in the form of tax breaks and exclusive import and 
operating licenses. The public enterprises provide the essential services and they are responsible 
to develop the essential services infrastructure for the benefit of the society. The public 
enterprises and the publicly listed companies report their yearly performance in their corporate 
annual reports.   
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Measures of Readability 
Readability of financial information communicated through the corporate annual report is 
contingent upon factors of style, content, and format of disclosures (Courtis, 2004). The style of 
disclosure is perhaps one of the most common measures of readability (Courtis, 2004). Word and 
sentence length measures the style dimension of readability of narrative disclosures in corporate 
annual reports (Courtis, 1995; Courtis, 1997). Effective communication of narrative accounting 
information depends upon the degree of synchronisation between the ability of the users to 
understand the information and the reading difficulty of the text.  
Word length is a good indicator of speed of recognition, and sentence length determines memory 
span.  The readability formulae are an appropriate tool to measure readability of narrative 
disclosures. The formulae help to determine the level of synchronisation between the ability of 
users and the reading difficulty of text. This study uses Flesch, Fog, and Lix readability indexes 
to evaluate the readability of corporate annual reports.  
The use of the readability indexes as measures of the level of synchronisation between the ability 
of users and the reading difficulty of text has some limitations (see fore.g., Dreyer, 1994; Jones 
and Shoemaker, 1994; Sydserff and Weetman, 1999). Readability measures originated in the 
psychology literature and assessed children’s writing. Readability measures, however, have been 
justified to evaluate accounting narratives by considering the relationship between formulae 
scores and estimates of readability arrived at from independent comprehensive testing (Courtis, 
1995). The Flesch and Fog indexes have correlation coefficients of 0.70 and 0.59 respectively 
with the McCall-Crabbs Standard Test Results in Reading (Courtis, 1995). The Lix measure is a 
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reliable measure in five languages making it ideal to measure readability of narrative disclosures 
in annual reports (Courtis, 1986; Courtis, 1987).  
The Flesch Index 
The Flesch index is a reading-ease score developed by linguist, Rudolf Flesch, as a way of 
evaluating the readability of text. Flesch based his score on an algorithm that looks at the length 
of the words and sentences calculated as follows: 
Flesch = 206.835 - 84.6*sylla/words - 1.015*words/sent 
 
where: 
sylla is the number of syllables, words is the number of words, and sent is the number of sentences 
  
 
Text that includes many long sentences and big words are hard to understand. Flesch scores range 
from 1 (near impossible) to 100 (as easy as it gets).  A Flesch score of about 60 is normal 
everyday English.  
The Fog Index 
The Gunning Fog index, developed by Robert Gunning, an American businessperson, is one of 
the simplest and most effective manual tools for analysing readability. The following formula 
calculates the Gunning Fog Index: 
Fog = (Average No. of words in sentences + Percentage of words of three or more syllables) x 0.4 
 
Hard words contain more than two syllables. The Fog index is relatively easy to calculate and is 
accurate within one grade level. The ideal score for readability with the Fog index is 7 or 8 with 
anything above 12 seen as too hard for most people to read. The Bible, Shakespeare and Mark 
Twain all have Fog Indexes of about 6. Time, Newsweek, and the Wall St. Journal average about 
11.  
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The Lix Index 
The Laesbarhedsindex (Lix) measure considers the average number of words per sentence and 
the percentage of words of seven or more letters. The following formula calculates the Lix score: 
Lix = W/S+(100*LW)/W  
  
where:Lix is the Lix index score, W is the number of words, LW is the number of long words (7+ 
characters), and S is the number of sentences  
 
A low Lix score indicates a high level of readability. The three measures collectively capture the 
majority of the aspects of a report’s readability.  
Financial data and narrative disclosures were collected from the corporate annual reports of all 
fifteen listed companies and fifteen public enterprises for a period of five years (2007- 2011) in 
Fiji. The Chairman's report and the notes to the accounts measure the readability of narrative 
mandatory disclosures. The Managing Director/Chief Executive’s report measures the readability 
of non-mandatory disclosures. We selected three, one hundred-word passages, from each of these 
disclosures from the annual reports for the five years. We calculated the Flesch, Fog and Lix 
readability scores for the passages using readability software. Return on Assets measures firm 
profitability and total assets are a proxy for firm size.    
RESULTS 
We present the results of our study in this section.  
Descriptive Statistics and Diagnostics Checks 
Panel A of Table 1 presents the descriptive statistics for the variables. The Flesh scores range 
from 16.96 to 74.72. The Fog scores range from 6.86 to 26.35.  Lix scores range from 46 to 110. 
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The kurtosis and skewness scores indicate that data are normally distributed. Total assets, the 
proxy for firm size, range from $1million to $494million. The return on assets percentages range 
from -10.55% to 59.64%, with an average of 10.76%. Panel B of Table 1 presents the overall 
correlation matrix of the variables, and shows significant correlations between the dependent and 
the independent variables in the anticipated directions.  
Table 1 Panel A Descriptive Statistics (N = 150) 
  
Minimum Maximum Mean 
Standard 
Deviation  
Kurtosis Skewness 
Chairman’s Report              
Flesch 16.96 73.50 47.37 13.00 -0.68 -0.25 
Fog 8.20 26.35 15.93 4.53 -0.76 0.27 
Lix 46.00 110.00 64.21 11.79 0.98 0.80 
Chief Executives Report              
Flesch 20.31 74.72 48.95 13.29 -0.82 -0.26 
Fog 6.86 24.99 15.54 3.83 -0.03 0.13 
Lix 46.00 100.00 61.59 9.26 2.83 1.18 
Notes to Accounts              
Flesch 16.73 72.86 42.15 8.32 2.01 0.38 
Fog 11.35 21.68 16.43 1.88 0.83 -0.09 
Lix 53.00 79.00 64.87 4.95 0.30 0.19 
 
      
Return on Assets -10.55 59.64 10.76 13.97 2.38 1.33 
Total Assets ($000) 1180 494197 104435 137776 0.47 1.32 
 
Table 1 Panel B  Descriptive Statistics (N = 150) 
 
FLESCH FOG LIX ROA TA 
FLESCH 1 
    
FOG -0.781** 1 
   
LIX -0.779** 0.849** 1 
  
ROA 0.292** -0.333** -0.345** 1 
 
TA 0.191** -0.226** -0.359** 0.217** 1 
 
We performed several diagnostic checks on data. We captured the residuals to test for normality 
using Kolmogorov-Smirnov test, and p-values did not indicate violation of the normality 
assumption. We also checked for heteroscedasticity using White’s test, and we did not observe 
any issues. The Durbin-Watson statistic did not indicate any problem of serial correlation in the 
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estimation. The Variance Inflation Factors (VIF) was below the threshold value of 10 suggesting 
multicollinearity was not an issue. We note these VIF values in the tables that present the results. 
Profit and Readability (H1) 
Table 2 presents the regression result of the relationship between profit and the three measures of 
annual report readability. A positive beta value (+ β) indicates a favourable association between 
the Flesch readability score and ROA, and a negative beta value (- β) indicates a favourable 
association between the Fog and Lix measures and ROA.  The Flesch, Fog and Lix measures 
relate favorably and significantly with the level of profit. Profit explains 24.1% - 31.4% variance 
in the readability scores of Flesch, Fog, and Lix. This is outcome is statistically significant. The 
data supports hypothesis 1.  
Table 2  Profitability and Readability Measures (N=150)  
  Flesch (+) Fog (-) Lix (-) 
 0.499 -0.292 -0.257 
Sig 0.000 0.000 0.000 
VIF 3.094 4.123 3.094 
R
2
 0.314 0.255 0.241 
R
2 
Sig. 0.000 0.000 0.000 
Profit and Nature of Disclosure - Mandatory and Non-Mandatory (H2) 
Table 3 presents the regression results of the relationship between level of profit and the 
readability in Chairman’s Report, Notes to Accounts, and CEO Report. This analysis tests 
whether the relationship between measures of readability and the level of profit differ between 
mandatory and non-mandatory disclosures.  
The level of profit explains 5.8% - 16.3% variance in the readability scores in the Chairman’s 
report. The Flesch and Fog scores favourably and significantly relate to profit. The Chairman’s 
report is a mandatory report in the corporate annual reports. The level of profit explains 22.1% - 
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32.4% variance in the readability scores in the notes to accounts. All three scores favourably and 
significantly associate with the level of profit.  
The Notes to the Accounts represent the mid-range of mandatory and non-mandatory disclosures. 
That is, managers have some flexibility in presenting information in this section of the report. 
The level of profit explains 22.1% - 31.4% variance in the readability scores of the Notes to the 
Accounts. The level of profit explains the greater amount of variance in this section of reporting 
compared to the Chairman’s Report. The CEO report is non-mandatory, and the CEO had greater 
flexibility in presenting their messages to the stakeholders. The level of profit explains 25.5% to 
33.8% variance in the readability scores in the CEO report. The relationship between all 
readability scores and profit are favourable and significant.  
The level of profit explains the highest degree of variance the readability scores of the CEO 
report, a non-mandatory disclosure, followed by mid-range report of Notes to Accounts, and then 
in the mandatory reports, the Chairman’s Report. The beta values in the three reports also follow 
a similar ascending pattern. The results imply that the content in the non-mandatory reports are 
more readable compared to the contents in the mandatory reports. The preparers of the reports 
also make use of various tools to make the contents more readable. This is evident as the level of 
profit relates favourably to all measures (Flesch, Fog, and Lix) of readability. Overall the, data 
supports hypothesis 2. 
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Table 3 Readability Measures and Profitability for Mandatory and Non-Mandatory Disclosures (N=150) 
  Chairman’s Report  
  Flesch (+) Fog (-) Lix (-) 
 0.217 -0.273 -0.058 
Sig 0.000 0.026 0.732 
VIF 4.635 5.555 2.428 
R
2
 0.151 0.163 0.058 
R
2 
Sig. 0.003 0.004 NS 
  Notes to Accounts 
  Flesch (+) Fog (-) Lix (-) 
 0.272 -0.529 -0.486 
Sig 0.038 0.004 0.004 
VIF 1.724 3.200 2.774 
R
2
 0.221 0.314 0.286 
R
2 
Sig. 0.000 0.000 0.000 
  CEO Report  
  Flesch (+) Fog (-) Lix (-) 
 0.760 -0.422 -0.344 
Sig 0.000 0.045 0.013 
VIF 3.458 4.391 3.723 
R
2
 0.338 0.286 0.255 
R
2 
Sig. 0.000 0.000 0.000 
 
Size of Organisation and Readability (H3) 
Table 4 presents the regression results of the relationship between the size of the firm and the 
readability scores. This analysis on the data ascertains whether the readability scores of the 
various narrative contents differ due to organisational differences (size).  Overall, the data 
suggests that there is a positive relationship between the size of the firm and the three measures 
of readability of the narrative contents (24.2% - 33.1%). The most significant relationship 
between the size of the firm and the readability scores is in the CEO report (non-mandatory) 
(25.1% - 32.6%), followed by the Chairman’s Report (16.3% - 18.1%) and then the Notes to 
Accounts (10.6% - 13.6%).  This outcome implies that the size of the firm impacts the degree to 
which the preparers leverage the non-mandatory aspects of the narrative contents for legitimacy 
purposes. The preparers also make consistent use of various tools (as measured by Flesch, Fog, 
and Lix) to improve readability of their narrative contents. Overall, the results support hypothesis 
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3, which stated that the size of the firm will positively influence the readability of the disclosures 
in the corporate annual reports of organisations in developing economies. 
Table 4 Readability Measures and Size of the Firm (Total Assets) (N=150) 
  Overall 
 
Flesch (+) Fog (-) Lix (-) 
 0.588 -0.242 -0.376 
Sig 0.000 0.021 0.000 
VIF 3.094 4.123 2.798 
R
2
 0.331 0.242 0.285 
R
2 
Sig. 0.000 0.005 0.001 
  Chairman’s Report  
  Flesch (+) Fog (-) Lix (-) 
 -0.527 -0.304 -0.380 
Sig 0.000 0.009 0.007 
VIF 4.635 5.556 2.428 
R
2
 0.181 0.163 0.173 
R
2 
Sig. 0.041 0.039 0.040 
  Notes to Accounts 
  Flesch (+) Fog (-) Lix (-) 
 0.267 0.208 -0.341 
Sig 0.059 0.277 0.057 
VIF 1.724 3.200 2.744 
R
2
 0.121 0.108 0.136 
R
2 
Sig. 0.056 0.054 0.031 
  CEO Report  
  Flesch (+) Fog (-) Lix (-) 
 0.343 -0.231 -0.534 
Sig 0.023 0.063 0.000 
VIF 3.448 4.391 3.723 
R
2
 0.271 0.251 0.326 
R
2 
Sig. 0.000 0.003 0.000 
Profit, Nature of Organisation, and Readability (H4) 
Panel A and B of Table 5 present the regression results of the relationship between the level of 
profit and the readability scores of the three reports for the publicly listed companies and the 
public enterprises. Overall, the analysis reveals that the level of profit explains more variance in 
the three measures of readability in three reports of public enterprises compared to the publicly 
listed companies. The data supports proposition 4, which predicted that the level of profit would 
have a different positive influence on the readability of the disclosures in the corporate annual 
reports of public enterprises and the publicly listed companies in developing economies. The 
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level of profit explains more variance in the readability scores in the Notes to Accounts and the 
CEO report compared to the Directors Report. This outcome provides additional support for 
hypothesis 2. 
 Table 5 Readability Measures and Profit in Publicly Listed and Public Enterprises 
PANEL A - Publically Listed Companies (N = 75) PANEL B - Public Enterprises  (N = 75) 
  Overall Overall 
 
Flesch (+) Fog (-) Lix (-) Flesch (+) Fog (-) Lix (-) 
 0.486 -0.282 -0.063 0.523 -0.365 -0.109 
Sig 0.000 0.000 0.011 0.000 0.000 0.020 
VIF 3.194 4.163 3.138 3.125 3.958 2.965 
R
2
 0.163 0.101 0.050 0.212 0.185 0.085 
R
2 
Sig. 0.000 0.008 0.035 0.000 0.000 0.000 
  Chairman’s Report [Mandatory] Chairman’s Report [Mandatory] 
  Flesch (+) Fog (-) Lix (-) Flesch (+) Fog (-) Lix (-) 
 0.385 -0.563 -0.049 0.322 -0.068 -0.013 
Sig 0.041 0.018 0.786 0.000 0.321 0.732 
VIF 4.165 5.268 2.095 4.128 5.365 2.312 
R
2
 0.043 0.091 0.039 0.065 0.033 0.021 
R
2 
Sig. 0.015 0.008 0.101 0.000 0.005 0.008 
  Notes to Accounts ([Non]Mandatory) Notes to Accounts ([Non]Mandatory) 
  Flesch (+) Fog (-) Lix (-) Flesch (+) Fog (-) Lix (-) 
 0.283 -0.536 -0.466 0.486 -0.613 -0.212 
Sig 0.038 0.004 0.004 0.000 0.000 0.035 
VIF 1.628 3.125 2.856 1.258 3.025 2.125 
R
2
 0.132 0.209 0.198 0.259 0.293 0.151 
R
2 
Sig. 0.000 0.000 0.000 0.000 0.000 0.000 
  CEO Report (Non-Mandatory) CEO Report (Non-Mandatory) 
  Flesch (+) Fog (-) Lix (-) Flesch (+) Fog (-) Lix (-) 
 0.688 -0.436 -0.041 0.829 -0.122 -0.013 
Sig 0.000 0.044 0.798 0.000 0.086 0.913 
VIF 3.368 4.289 3.658 3.125 4.059 3.259 
R
2
 0.201 0.186 0.091 0.255 0.181 0.049 
R
2 
Sig. 0.000 0.000 0.000 0.000 0.000 0.025 
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DISCUSSION  
Organisations in any jurisdiction do not operate in isolation. Rather, they are part of a wider 
societal structure. Within these structures, preservation of scarce resources is imperative in 
today’s ever-changing economic environment. This exercise is important because different 
stakeholders may leverage the shared resources in ways not fair to society as a whole. This 
situation makes the concept of existence of a social contract between the providers of resources 
and the mass consumers of the resources compelling. Understanding the extent of organisations 
sensitivity to this social contract in developing economies is important. Societies in developing 
economies have a strong and critical bond between their already scare resources and their 
sustainable livelihood. State permits organisations in developing economies with a higher level of 
protection to ensure congruence in consumption of resources between the users and providers. 
This situation permits organisations to make profits that enable them to manage and sustain their 
operations. However, with continued impetus for self-interest means continuous monitoring of 
the viability of a social contract is important. This study uses the legitimacy theoretical lens to 
suggest profit as the key organisational outcome subject to immediate legitimising activities, thus 
a way to evaluate the outcomes of social contract.  
This study evaluated this suggestion by considering the relationship between organisations’ 
levels of profit and the readability of their corporate annual reports. Overall, results indicate that 
organisations in developing economies consider their social contract, and act in ways to justify 
certain use of resources resulting in perceived abnormal outcomes. Specifically, in this study, 
results indicate that organisations with higher levels of profit (an abnormal outcome for social 
contract reasons) attempt to communicate this outcome in a better manner with readable 
corporate annual reports. Organisations also leverage the non-mandatory sections of their 
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corporate annual reports to achieve their legitimacy-related objectives. Bigger organisations, in 
terms of assets base, are also aware of their increased responsibilities with the use of resources, 
and present readable corporate annual reports. Larger organisations also leverage the non-
mandatory sections of their reports to present readable information. The public enterprises also 
understand their greater responsibility towards the society, and provide readable reports of their 
profit outcomes compared to the publicly listed companies. These outcomes imply that profit is 
indeed a key indicator of organisations’ health, and in developing economies, is subject to 
societal scrutiny.  
Organisations in developing economies consider their implied obligation to be responsible users 
of resources. Organisations adopt ways to communicate excess retained revenue (profit) clearly 
to the society. This study’s outcomes, perhaps, also implies that organisations are becoming 
efficient in using the resources. These outcomes are possible as profit is a product of the 
difference between the cost of the service to the society (rent) and the cost of providing the 
service by the organisations (consumption of resources). One possible implication of these results 
is Governments in developing economies may need to impose better controls on the consumption 
of resources, or ease restrictions to liberalise the market.  Ultimately, governments must ensure 
that organisations share any benefits from protected rights of use of resources with the society.  
Theoretically, the results indicate that legitimacy theory can form the basis for explaining the 
existence of a social contract, even in developing economies. The legitimacy theoretical 
perspective can form the basis for assessing and understanding whether and how organisations 
legitimise various aspects of their activities. This study considered organisations’ level of profit, 
and a style of communication, the readability of narrative content, as a tool to demonstrate 
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organisations profit-related legitimacy disclosures. Legitimacy theory can also help to understand 
the immediate ex-post aspect of how firms legitimise their outcomes. That is, the legitimacy 
theory forms the basis for explaining both the quantity (what) and the quality (how) reporting 
aspects of organisations legitimising activities.  
LIMITATIONS  
This study has some limitations that need consideration when interpreting the results.  The 
modest sample size of 30 organisations might be of a concern. This sample, however, includes all 
organisations in the chosen developing economy. The data collection took place over a five-year 
period, totaling 150 datasets. The organisations represent a number of sectors, and are 
representative of other developing economies. Future research may expand the scope of this 
research by including organisations from other developing countries in the sampling frame. This 
inclusion will provide richer insights on the extent of profit legitimisation by organisations in 
developing economies. This proposed future research, however, will require consideration of 
other factors like organisational and societal cultures. Second, a small number of organisations in 
the sectors make sector-specific generalisations difficult. Including more companies in the 
sampling frame may make such generalisations possible. Third, organisations use numerous 
instruments to communicate to stakeholders. This study considers only one instrument - the 
corporate annual report. This situation makes it unfeasible to generalise that organisations use 
readability tools in all forms of communication to justify their level of profit. The corporate 
annual report, however, is the key corporate communication instrument, and a key source of 
information of organisations health.   
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DIRECTIONS FOR FUTURE RESEARCH 
This study provides several opportunities for future research. This study uses readability scores to 
understand how organisations in developing economies report profit-related legitimacy 
disclosures. The study’s results imply that organisations perceive profit being subject to societal 
scrutiny. Emerging economies differ in terms of proportion of local and international investment, 
the make-up of stakeholders, and societal and organisational culture. Future research can 
capitalise on these disparities, and it can expand research to other emerging economies to obtain a 
broader understanding on the role of organisations profit and related legitimacy actions. This 
effort will provide rich insights on how organisations ensure that their consent to operate in 
society is intact. The results also suggest that organisations recognise that the extent of severity of 
their implied social contract is contingent upon the purpose of their establishment. This outcome 
presents opportunities for future research to consider other emerging economies that will permit 
greater segmentation within industry, nature of service provided, market concentration and the 
ownership nature of the organisations. This effort can provide better insights into the emotions 
associated with the level of profit from the organisations and the society. Such effort could also 
incorporate other mediums of reporting like the press releases, frequent reports, web-based 
reporting and formal executive speeches.  
CONCLUSION 
The pressures of a global economy are putting increasing pressure on organisations in all 
jurisdictions to manage their operations effectively. This pressure requires organisations in 
developing economies to achieve a balance between earning profits for their sustainability and 
ensuring that their social contract remains intact. Organisations’ profits play an important role in 
demonstrating their resource consumption and wealth distribution efforts. This study’s results 
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demonstrate that organisations in developing economies legitimise their level of profit. This 
situation is also a positive sign in some way as it demonstrates that organisations give regard to 
their responsibilities towards the society. This also suggests that organisations in developing 
economies may be misusing their permission to consume resources. This situation calls for better 
monitoring, control, and revaluation of the market framework to ensure sustainable consumption 
of the already scare resources.  
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